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REVIEW OF THE BUILDING SOCIETIES ACT 1986 
Second stage 

Introduction 

This consultation document seeks the views of interested parties 
on the second stage of the Government’s review of the Building 
Societies Act 1986. Comments are sought by 9 November f 1994 . Every 
effort will be made to take account of views received after that 
date, but it cannot be guaranteed that they will be reflected as 

fully as points made before the deadline. Correspondence should be 
sent to: 



Mr M A Bolton 
Room 36a/G 
H M Treasury 
Parliament Street 
London SW1P 3 AG 



Telephone: 071 270 4770 
Fax: 071 270 6114 

It would be helpful if respondents could give the name and 
telephone number of a contact in their organisation, in case there 
are any aspects of the response which we would like to follow up 
in more detail. Additional copies of this document may be obtained 
from Ms L M Barker at the above address (telephone 071 270 4487). 



2 . Under the new open Government procedures , individual 
responses to this consultation exercise may be made publicly 
available. However, responses specifically marked as confidential 
will not be disclosed without the express permission of the 
respondent . 



Background 



3. On 20 January 1994, Anthony Nelson MP, then Economic 
Secretary to the Treasury (now Minister of State), announced that 
the Treasury and Building Societies Commission were to carry out a 
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review of the Building Societies Act 1986. This was to be a two- 
stage process, with the first stage - involving consultation with 
bank and building society representatives - to be completed by the 
early summer. If further consultations were then required, these 
would take place during the autumn, and the review concluded by 
the end of the year. 

4. Mr Nelson announced the results of the first stage on 6 July, 
in answer to a Parliamentary Question. He put forward a package of 
measures aimed at giving societies the opportunity they needed to 
continue to develop, and at introducing extra competition into 
markets where they had not previously been able to operate 
directly. The package included three main extensions to societies* 
powers, enabling them to: 

- raise up to 50 per cent of funds on the wholesale market, 
up from 40 per cent; 

- make business loans not secured on land; and 

- wholly own a general insurance company offering buildings 
and contents insurance and mortgage payments protection 
policies . 

5. The first of these measures will be implemented using the 
general power contained in the Deregulation Bill, currently before 
Parliament. The remaining two can be implemented by secondary 
legislation under the Building Societies Act 1986. 

6. Mr Nelson also gave details of a measure to improve 

accountability in building societies. He said that the Government 

i.. tended to bring forward legislation, when a suitable opportunity 

arose, to require societies' boards to inform members, at the next 

General Meeting, of any non-confidential takeover offers from 

institutions outside the building society sector - as they already 

have to do for merger bids from within the sector. The current 

statutory controls on takeovers by existing commercial companies 
would remain . 
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7. Mr Nelson also announced the Government's decision to proceed 
with the second stage of the review, giving further thought to how 
best to promote the process of evolutionary change. In essence, 
this second stage would involve work in three areas : 

- improving accountability of boards to members; 

considering a number of specific changes to the 
legislation, including those suggested by the Building 
Societies Association; and 

considering whether societies' powers could be more 
systematically streamlined, for example by replacing the 
current prescriptive legislative provisions with a more 
permissive structure. 

8. This consultation document considers the issues in each area 
and invites comments from consultees . The sections on 
accountability and streamlining of powers raise fundamental 
questions about the nature of building societies and the way in 
which they operate. Significant change in these areas - even if 
agreed in principle as a result of this exercise - would probably 
require primary legislation, which would have to await a suitable 
Parliamentary opportunity. The section on specific changes to the 
Act is more limited in scope, but contains some measures which 

could be implemented reasonably quickly, using secondary 
legislation. 

Accountability 

9. The Government believes that it is essential that societies' 
boards are fully and effectively accountable to their members. Mr 
Nelson announced, as part of the first stage of the review, a 
commitment to legislate to make boards reveal non— confidential 
takeover offers to their members at the next annual general 
meeting. The second stage of the review will explore further ideas 
for improving accountability. 
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10. In her speech to the Annual Conference of the Building 
Societies Association in May, the Chairman of the Building 
Societies Commission, Mrs Gilmore, suggested that, with capital 
high and provisions falling, she could see no reason why margins 
should not narrow , to the benefit of savers and borrowers, 
provided gearing did not suffer unduly. She said that building 
societies had an admirable record of protecting their borrowers, 
with slightly lower mortgage rates in times of high interest 
rates, and pricing well to savers relative to most liquid savings 
rates. She then suggested that there might be other ways of 
returning to members the benefits of good management, which could 
come out of traditional ideas like various sorts of dividend, or 
better quality of service, or lower non-interest charges. 

11. Mr Nelson endorsed Mrs Gilmore's comments when announcing the 
results of the first stage of the review. He wished to encourage 
societies to explore new ways of making the benefits of mutuality 
clearer to their members, perhaps by offering a loyalty bonus to 
those who kept funds in the society for a certain time. The 
structure of such bonuses, as with interest rates and fees 
charged, would be a matter for the commercial judgment of 
individual societies. But the Government would be interested to 
hear the views of consultees on how the charges levied from, and 
rewards paid to, members could be changed to reflect more closely 
their positron not only as customers, but as owners and 
shareholders in a mutual organisation. 



12. Criticisms have been levelled against societies' current 
governance arrangements, with boards sometimes described as "self- 
perpetuating oligarchies". in some cases, the cause of mutuality 
has not been helped by the attitude of societies' directors 
towards ordinary " members seeking election to the board. While 
not subscribing to the more critical views of the way in which 
societies are governed, the Government believes that there could 
Be merits in boards demonstrating a greater degree of 
accountability, by further encouraging constructive involvement by 
the members in the affairs of the business. One option which has 
been suggested would be to reserve a certain number of seats on 
the board for candidates nominated by the rank-and-file members. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



bgl .mb/ sep94/ consult 



rather than by the existing directors. Another could be for 
societies to set up consultative committees elected by the 
members. Boards might refer to these committees on issues of 
particular relevance, such as the price of /return on different 
products and the adoption by the society of new powers . The 
committee could perhaps comment on its activities in the society's 
annual report. 

13. But the Government does not underestimate the difficulties 
associated with efforts to improve accountability in this way. 
Creating different types of director, ostensibly representing 
different interest groups, risks undermining directors' joint 
responsibility to run the society in the best interests of all the 
membership. In addition, ordinary member-nominated directorships 
or positions on consultative committees could be monopolised by 
particular pressure groups within the membership. Unqualified or 
obstructive ordinary member-nominated directors could impede the 
proper functioning of a board. 

14. Nevertheless, there may be ways of overcoming, or at least 
minimising, some of these difficulties. Certainly, care would need 
to be taken to ensure that, once elected, a director’s legal 
obligation would be to serve the interests of all the members, and 
not some particular category or subset of them. In addition, to 
produce boards on which all directors were in a position to make a 
positive contribution, each individual director - whether 
nominated by the board or by rank-and-file members - could be 
required to demonstrate that he was a "fit and proper" person for 
the task. Responsibility for judging whether candidates fitted the 
criteria would fall in the first instance to the outgoing board, 
which would make recommendations to the members accordingly. 
Societies could consider whether to lower the number of backers 
required to secure a nomination, in order to facilitate 
applications by members who were not connected with a particular 
interest or pressure group. 

15. As Mr Nelson announced in his statement on 6 July, the 
Building Societies Commission is finalising its prudential note on 
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boards and management, and on a new requirement for a greater 
degree of disclosure in societies ' annual accounts . 

16 . The Government would be grateful for consultees 1 views on 
accountability issues . For example: 

is there currently a shortfall in accountability to 
members ? 

- or is there simply a lack of clarity in the arrangements 
for consulting and informing members, which needs to be 
addressed? 

- in what practical ways might societies seek to demonstrate 
more clearly the benefits of mutuality to their members and 
differentiate societies from financial institutions with 
other forms of ownership? 

“ would it be beneficial to encourage greater participation 
by members in the running of societies? 

- if so, how should this be done? 

“ are there any disadvantages in imposing a legal requirement 
for greater member involvement? 

~ if so, how might these be minimised? 

should societies be allowed to vary the current system of 
one member one vote, for instance by giving members a 
weighted vote in proportion to the amount, or number of 

types, of business they do with the society (eg one vote per 
service used) ? 

- should the appointment of all directors be subject to a 
vote by the members of the society, even if the number of 
nominations equals the number of vacancies? 
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If societies were to have consultative committees of members : 

on what issues and at what stage should boards seek their 
views? How far should the views of a committee determine the 
subsequent actions of the board? 

- how, and by whom, should such committees be elected? 

- what discretion should they have to act as they think best 
in the interests of the members and to what extent ought they 
to be bound by specific commitments? 

what ability should they have to require documents and 
information? 

- should there be circumstances where the board is able to 
avoid consulting them? 

- would committee members, like directors, be required to 
disclose dealings with the society and be restricted in the 
benefits they could obtain from it? 

would the existence of a consultative committee undermine 
the functions of the general meeting? 

- if so, how could any such effect be minimised? 

I f„. soci eties were _requlred__to have some directors nominated by 
ordinary members : 

should a certain proportion of board seats be reserved for 
ordinary member-nominated candidates? 

- if so, should there be a similar arrangement, whereby some 
seats are formally reserved for nominees of the board? 

how would "ordinary members" be defined? Should employees 
and ex-employees of the society be allowed to nominate 



Printed image digitised by the University of Southampton Library Digitisation Unit 



bgl .mb/sep94 /consult 



candidates for this category of post? Should they be able to 
stand for election themselves? 

- should ordinary members be able to nominate an outsider who 
is not currently a member of the society for election to one 
of the specially reserved posts? 

- alternatively, should members of less than a certain 
duration not be eligible to stand? 

17. The Government would welcome views on the relationship 
between the need to ensure societies ' accountability to their 
members and some of the measures proposed by the Financial 
Services Deregulation Task Force and included in the list, 
published alongside the Deregulation Bill, of items which might be 
implemented using the general order-making power. The relevant 
proposals are: 

(i) to remove the obligation on societies to send notices of 
general meetings and summary financial statements to all 
members ; and 

(ii) to allow societies to adopt new powers by board 
resolution, rather than by a resolution of the members. 

They are designed to lift burdens on societies by reducing 
administrative costs and increasing efficiency. 

18. The Government has included a number of safeguards for 
members in the measures. In the first instance, adoption of either 
measure by an individual society would require a special 
resolution of the members. In addition, if (i) were adopted by a 
particular society: 

- individual members who asked would continue to have the 
option of receiving summary financial statements and 
information on general meetings as before - and the same 
option would be given to new members ; 
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- members would continue to be notified individually of 
meetings called to discuss a special resolution or borrowing 
members' resolution - for instance, when a major 
constitutional change, such as merger with another society or 
conversion into a pic, was under consideration. 

If (ii) were adopted by a particular society, the board would have 
to disclose the adoption of new powers in the next annual business 
statement and summary financial statement — although circulation 
of the latter could be more restricted if the members had decided 
to adopt (i) as well. 

19. The Government would be grateful for views on whether these 
safeguards go far enough in protecting members' interests, or 
whether the proposals should be modified - or even abandoned - 
before any secondary legislation is brought forward under the 
Deregulation Bill order-making power. 

Streamlining of societies ' powers 

20. The other main strand of this second stage of the review of 
the Building Societies Act is to consider further the case for 
streamlining societies ' powers - making the legislation permissive 
rather than prescriptive - should the opportunity for new primary 
legislation present itself in the future. A building society is 
defined both by what it can do and how it is constituted. Changing 
one element of the definition need not involve changing the other, 
though there are certain links between the two. Both aspects are 
considered separately in this section. 

21. The Building Societies Act defines societies' powers in three 
main areas - raising of funds; making of advances; and provision 
of services - as well as in a number of specific areas such as 
hedging and holding land for the purpose of carrying on their 
business. Unless a particular power is included in, or implied by, 
the legislation, then societies do not have it. The Building 
Societies Association suggested in their response to the first 
part of the review that sections 10-14 of the Act, dealing with 
lending powers, should be streamlined. They suggested an approach 
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more akin to the way in which powers to provide services are 
defined (schedule 8), which would give a society all the normal 
powers of a mortgagee under statute and common law, subject to any 
specific restrictions in the Act. The BSA believe that such a 
change would give rise to a much greater degree of certainty in 
this area of the legislation. 

22. In their publication of November 1992, "Building Society 
Powers and Constitution", the BSA went further. They made the more 
radical suggestion that, ultimately, the only statutory 
constraints on building societies should be those required to 
define them as constitutionally distinct mutual banking 
organisations. They proposed the removal of all restraints on 
powers, leaving questions of prudential control to the regulator. 

23. The Government believes that a legislative framework which 
was less restrictive than the present one could have advantages: 

- societies would have greater flexibility in how they 
carried on their existing business and in their scope for 
taking advantage promptly of new commercial opportunities; 

- Parliament would be relieved of much of the burden of 
scrutinising and approving secondary legislation under the 
Act, which is currently required to make amendments to 
societies ' powers . 

24. There are a number of possible options for streamlining 
societies’ powers. First, limited changes could be made within the 
current basic structure, perhaps reframing lending powers in a 
wider and more general way and adding to the list of services 
which societies may provide (Schedule 8). Alternatively, a more 
radical approach would be to go further in removing restrictions 
on societies' powers. Some possible approaches are: 



- to substitute the current prescriptive regime with a more 
permissive one, with societies free to undertake any business 
allowed by their own rules, but subject to a principal 
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purpose clause and certain constraints on their asset 
structure; 

- to give societies full banking status without restrictions; 

- a two-track system with some societies operating under a 
regime which defined and restricted their powers , and others 
subject to a more permissive regime. A society wishing to 
move from the more restrictive to the more permissive 
framework would have to seek the agreement of the members and 
obtain the approval of the prudential supervisor. (There is 
some precedent for a multi-track approach to powers: the BSC 
already operates different rules on balance sheet risk 
management for different societies); 

- to allow societies access to the banking sector, by 
removing the restriction in the 1986 Act which prevents their 
owning banking subsidiaries. 

25. In tandem with changes to societies' powers, consideration 
needs to be given to their legal and constitutional arrangements . 
The issues arising include: 

- whether restrictions need to remain on the structure of 
societies ' liabilities in order to provide a sensible 
framework for a mutual organisation; 

- what the distinguishing characteristics of a building 
society should be, in terms of constitution, powers and 
balance sheet structure; 

- whether there should be scope for a society to convert to a 
(mutual) company limited by guarantee - if it wished to 
obtain more comprehensive powers - so becoming, in effect, a 
mutual bank; 

- if so, what voting and turnout requirements should apply to 
such a conversion. 
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26. The Government would be grateful for suggestions on how best 
to take this work forward. Respondents may wish to consider some 
of the following questions: 

(i) what are the relative merits of a limited approach 
(restructuring lending powers only) and a more radical 
approach (removing statutory restrictions on powers 
generally) ? 

(ii) under a more limited approach, how might lending powers 
be expressed in a way which would offer most flexibility? Are 
there any additional services which societies should be 
allowed to provide either to individuals or to corporate 
customers? 

(iii) if most restrictions on societies' powers were removed 
altogether, what - if any - principal purpose and constraints 
on asset composition ought to remain? For example, should 
societies be required to hold a set proportion of their 
assets as residential mortgage loans and how should these be 
defined (eg only Class 1 loans to individuals, or should 
loans to housing associations be included)? 

(i%r) under a radical approach, what are the implications for 
t ^ e l sgal form Of a building society? Could it still be 
appropriate, under certain scenarios, to retain building 
societies as a separate type of statutory corporation, even 
if most of the constraints on powers had been removed? Or 
should a society wishing to take advantage of a regime in 
which there were few restrictions on powers be required to 
convert - say - into a company limited by guarantee? 

(v) what should be the defining characteristics of a mutual 
which enjoyed full banking powers? Should it be required to 
raise at least 50 per cent of its funds from the 
subscriptions of individual members? Are there any other 
constraints which should be retained or newly imposed - for 
example a requirement that a particular proportion of 
turnover / pro f it should be derived from a defined activity or 



Printed image digitised by the University of Southampton Library Digitisation Unit 



bgl .mb/sep9 4 /consult 



set of activities - to produce a sensible definition of 
mutuality? 

Further specific changes 

27. The Building Societies Association submitted a list of 
proposed amendments to the Building Societies Act during the first 
stage of the review. Three of the most important measures - on 
wholesale funding, lending to incorporated business and ownership 
of general insurance companies - were reflected in Mr Nelson's 
announcement on 6 July. Further consideration is now being given 
to a number of the remaining measures, some of which are discussed 
in the following paragraphs. The views of consultees would be 
welcome. As the implementation of some measures would require 
primary legislation, even if they are accepted in principle it may 
be some time before changes can be made. 

Review of statutory limits 

28. There are a number of monetary limits in the Act, which have 
remained the same since 1986. Most could be changed by secondary 
legislation by the Building Societies Commission, with the consent 
of the Treasury. The Commission is examining these limits and the 
Treasury will consider any recommendations they submit. The 
primary consideration will be the maintenance of societies' 
reputation for probity; it will be essential to ensure that any 
changes do not undermine current high levels of confidence or 
allow scope for abuse. 

29. The main limits under consideration are: 

- the qualifying asset holding (section 118), below which 
societies are restricted from participating in certain 
activities ; 

- the section 7(16) limit above which shares or deposits 
defined in section 7(4) must count as non-retail funding; 
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the amount of funds which societies may release without 
probate (Schedule 7, paragraph 1); 

- the monetary amounts associated with the election of, and 
qualification to hold office as, a director (sections 60 and 
61); 

- the maximum size of property transactions and loans into 

which a society can enter with a director (sections 64 and 65 
and some more minor related limits in sections 68, 69 and 

Schedule 10 Part I) . 

30. The Government would welcome comments on this.. JLaaiia • In 

particular: 

- which limits should be changed and by how much? 

- which should not be changed? 

Section 18: power to invest in subsidiaries 

31. Section 18, and Orders made under it, define societies' 
powers to invest in, and support, subsidiaries and other 
associated bodies. An Order made in 1993 consolidated and 
simplified the secondary legislation which designates bodies 
suitable for investment and support. However, the BSA believes 
that there are a number of practical difficulties with section 18, 
including: 

- uncertainty over the definition of "investment" and 
"support " ; 

- the requirement to link by resolution to a body before 
providing it with support; 

- the inability to acquire shares in a partner in a joint 
venture, if the partner is not a qualifying body. 
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32. The Government is prepared to look more closely at the case 
for amending section 18, in particular examining what might be 
achieved using the Deregulation Bill general order-making power 
and what changes would require primary legislation. This work will 
be taken forward in consultation with the BSA, but views from 
others, won Id also be we 1 c ome . 

Mergers and Takeovers 

33. Mr Nelson's announcement on the outcome of the first stage of 
the review reiterated the Government ' s belief that there should 
continue to be stringent statutory controls on takeovers by 
existing commercial companies, as was Parliament's intention in 
passing the 1986 Act. It is not, therefore, proposed, as part of 
this exercise, to examine the takeover provisions in the Act. 

34. However, the Government has agreed to look again at a 
proposal made by the Financial Services Deregulation Task Force, 
with the aim of facilitating mergers between societies. A society 
planning to take over a much smaller one may, at present, apply to 
the Commission to allow it to proceed by a board resolution, 
rather than having to consult all its members. If, however, the 
larger society wishes to distribute to the members of the smaller 
society a bonus exceeding a certain proportion - currently one per 
cent - of the assets of that society, the approval of the members 
of the larger society is required. The Task Force suggested the 
removal of that requirement, which it claimed placed an 
unnecessary constraint on mergers between societies. The 

Government would _be interested in vi e ws on the foll owing 

questions,; 

- does the requirement outlined above constitute a practical 
constraint on mergers between societies of disproportionate 
size? 

- does it provide a useful measure of protection for members 
of either/both of the societies involved in the merger? 
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should the one per cent limit on bonuses be raised (which 
could be achieved using secondary legislation - an amendment 
to the Building Societies (Mergers) Regulations 1987)? 

- should the limit be removed altogether (which might require 
the use of the Deregulation Bill general order-making power)? 
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